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Memorandum 89-57

Subject: Study L-3015 - Distribution of Property in Estate (Effect of
Contingent and Disputed Debts)

Ordinarily, debts of the decedent are paid during estate
administration and, if there 13 any excess after all debts are paid,
distribution 1s made to the beneficiaries. This standard pattern may
be disrupted if a debt owed by the decedent is not yet due and payable
at the time when debts are ordinarily paid. Or, the decedent's
liability may be contingent and the contingency may not be resolved
until much later. If a creditor commences an actlion on a debt where
the personal representative denies 1iability, there may be substantial
delay until the liability is resolved,.

Keeping the estate open and not making distributions until all
contingent and disputed debt Issues are settled is not a wholly
satisfactory solution to the problem. For this reason existing law
offers a few options:

(1) If a creditor whose debt is not yet due is willing to waive
interest, the creditor may be palid immediately. Section 11425. It is
not clear from this section whether the face amount of the debt may be
discounted if the debt iIs interest-free until the due date.

{2) In the case of a contingent debt, a trust fund may be set up
to cover the potential 1iability, the trustee to pay the debt or
distribute the fund to beneficiaries, as the circumstances ultimately
require. Section 11425,

(3) If neither of these two options is used, the full amount of a
not due, contingent, or disputed debt must be paid inte court and held
until the liability is resolved. Section 11427.

These remedies are quite limited. The decedent's ultimate
liability exposure on a contingent debt may be small but, until the
matter is resolved, a large contingent debt can effectively tie up the
estate. Likewise, there may be a disputed debt on which the alleged
liability exceeds the value of the estate; in this case, no matter how
unmeritorious the lawsuit appears, the full disputed amount must be

held in court until the matter is resclved, which may be many years.
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The staff has been concerned about this situation, and s¢ has the
State Bar. At the time the Commission distributed its tentative
recommendations In this area for comment (1986), a special State Bar
comnittee on creditor claims and final distribution {(consisting of
Harley Spitler, Neal Wells, and Ken Klug) expressed its
dissatisfaction with the existing state of the law. The committee
suggested a number of approaches it was investigating, and indicated
it was planning to undertake drafting responsibility. At the time,
the Commission declined to take any action on the matter.

We have now received the letter attached as Exhibit 1 from Ken
Klug. Although the letter appears to be a personal letter from Mr.
Klug, presumably it had its origin in the work of the apecial
committee. Mr. Klug states that the existing law is inadequate to
handle the problem, and that the problems are likely to become more
acute as a result of the new requirement that actual notice be given
to creditors.

According to Mr, Klug, "There is no mechanism under present law
for dealing with these common situations. [Estates normally have
neither the abllity nor right to discharge the entire indebtedness to
satisfy the c¢laim, and must therefore be kept open until the
contingency which establishes the debt either occurs or fails. This
may take many years. In these cases, the estate beneficiaries are not
only deprived of enjoyment of their interests until the obligation is
paid, but the estate expenses are increased by costs of complying with
accounting and income tax filing requirements."

Mr., Klug recommends solutions designed to ensure that the
creditor gets what 1s due, without forcing the estate to be kept open
until the debt is paid. Specifically:

(1) If =all parties agree that the estate be kept open, that
should be an alternative.

(2) If there are approved claims that are not vet due, the court
should have authority to order that the estate be closed upon making
reasonable provision to pay the obligation when it becomes due.

(3) If there are contingent obligations, the court should have

discretion to determine the manner in which the contingent creditor

should be protected., In some cases, this may require the giving of




security, or the posting of a bond, or the deposit of funds. In other
cases, it might Involve nothing more than 1looking to other entities,
The courts should have authority to fashion the appropriate
protections on a case-by-case basis.

(4) Estates defending litigation should be closed upon providing
a surety bond in an adeguate amount. The cost of the bond should be
pald by the creditor-plaintiff, to be recovered as a cost of
litigation if the plaintiff is successful. As an alternative, the
plaintiff and the estate may agree to security other than a bond. For
example, perhaps a lis pendens or deed of trust on real property, a
pledge of stock, or a deposit into escrow would be more desirable to
the parties than the cost of a bond premium.

(5) ¥Whenever an estate is closed with an outstanding claim, each

heir should assume the decedent's 1iability te the extent of the value

of the property received by that heir, similar to spousal liability
under Section 13550.

Mr. Klug develops his arguments on these points in some depth,
and also provides a working draft to implement his suggestions. The
Commission should read Mr. Klug's material and make a decision whether
this is a matter the Commission wishes te¢ devote its resources to., If
80, the staff will work with the material provided by Mr. Klug te
develop a draft of a tentative recommendation for the Commission to

congider on this matter.

Respectfully submitted,

KRathaniel Sterling
Assistant Executive Secretary
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Palo Alto, California 94303-4739

Re: Creditors Claims

Dear John:

With the new requirement of Probate Code §9050 that
notice be given to creditors of whom the personal representative
has actual knowledge, problems caused by contingent and disputed
creditor's claims are likely to become more acute.

1. Contingent obligations, or obligations not yet due.
Contingent obligations can arise in many ways. An example is
where the decedent may have guaranteed the obligation of another.
In such cases, the decedent's obligation is contingent upon the
failure of a third person to meet the obligation. It is not
uncommon for shareholders of closely held corporations to guar-—
antee bank loans to the corporation. Bank loans may be millions
of dollars, but the decedent's share of the corporation may be
worth much less than that. A similar situation occurs where a
decedent may have concurrent liability (as where the decedent
is a partner in a general partnership and is equally liable with
all other partners for all partnership liabilities); or where a
decedent is joint maker on a promissory note and has joint and
several liability. In all such cases, creditors will file claims
in the estate, but it is a rare situation where the estate is
called upon to pay a disproportionate amount of the debt.

There is no mechanism under present law for dealing
with these common situations. Estates normally have neither the
ability nor right to discharge the entire indebtedness to satisfy
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the claim, and must therefore be kept open until the contingency
which establishes the debt either occurs or fails. This may take
many years. In these cases, the estate beneficiaries are not
only deprived of enjoyment of their interests until the obliga-
tion is paid, but the estate expenses are increased by costs of
complying with accounting and income tax filing requirements.

A similar problem arises where the decedent was
indebted on an installment cobligation. Even if the creditor is
adequately secured, he may file a creditors claim to preserve a
right teo a deficiency judgment. Suppose the decedent owned
farmland worth $700,000 encumbered by a mortgage of $200,000
payable over 10 vears at 6% interest. (There are still many old
loans out with low interest rates.) The estate does not have
sufficient cash to pay off the loan or make a deposit under
Probate Code §11426. The farmland can be distributed subject
to the loan, but what happens to the decedent's perscnal
liability? The heir may not be creditworthy.

From the creditor's viewpoint, the creditor may have
extended credit based on the decedent's ability to pay or on the
decedent's integrity. It is unfair to the creditor to allow
distribution of the estate and require the creditor either to
look to heirs for payment, or to stand in line with all other
unsecured creditors of the heir. But it is also unfair to force
the estate to be kept open until the debt is paid.

I recemmend that:

{a) where there are approved claims which are
not yet due, the court should have the authority to order
the estate be closed upon making reasonable provision to
pay the obligation when it comes due; and

(b) where there are contingent cbligations, the
court should have discretion to determine the manner in
which the contingent creditor should be protected. In
some cases, this may require the giving of security, or
the posting of a bond, or the depesit of funds. In other
cases, it might involve nothing more than looking to other
entities. (Example: the decedent has guaranteéed the debt
of another, but there are other guarantors or assets which
provide adequate protection for the creditor.) The courts
should have the authority to fashion the appropriate
protections on a case-by-case basis.
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2. Rejected creditors' claims involving pending
litigation. Present law may result in estates being kept cpen
for many vears during litigation. Creditors of a decedent who
are engaded in litigation are in a better position than they
were while the decedent was alive, because the estate is tied
up in probate until the litigation is resolved. This is espe-
cially true in some of the more complicated business-related
cases (such as where the decedent was a stockholder and joined
as a defendant in a securities fraud case). Thus, although the
decedent could have enjoyed the use of his property during
litigation, the beneficiary is denied the enjoyment of the
property. This is unfair to the beneficiary, and works to the
psychological advantage of the creditor. Keeping the estate
open during litigation affects not only the beneficiary but also
the Probate Court, whose active case load is thereby increased;
and the executocr and the attorney, who typically cannot be paid
mere than 3/4 of the statutory fee until the estate is closed.
Sophisticated persons can set up their affairs to avoid delays
caused by disputed debts (e.g. by living trusts); less sophisti-
cated persons can get their families caught in a probate trap.
It is worth noting that surviving spouses who utilize the summary
procedures of §13550 can enjoy their devises during litigation,
whereas those who consent to administration are deprived of full
enjoyment while pending litigation delays distribution.

On the other hand, it would be inappropriate to allow
the estate to be closed and distributed without providing some
protection for the creditor-plaintiff.

Estates defending litigation should be closed upon
providing a surety bond in an adequate amount to be agreed upon
by the parties, or if they are unable to agree, then in an
amount determined by the court. The cost of the bond should be
paid by the creditor-plaintiff, to be recovered as a cost of
litigation if the plaintiff is successful. As an alternative
to the bond, the plaintiff and the estate (i.e., the heirs who
are the real parties in interest) may agree to security other
than a bond. For example, perhaps a lis pendens or deed of
trust on real property, a pledge of stock, or a deposit into
escrow would be more desirable to the parties than the cost of
a bond premium. If the parties cannot agree, then a bond would
be appropriate protection, so long as the bond premium is
treated as a cost of litigation to be assessed against the
losing party.

Generally, I favor a peolicy which encourages and
allows for the closing of estates, so long as the claimant
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remains protected. The above recommendations should be avail-
able if the claimant and the estate are unable to agree on
another remedy. 1If all parties agree that the estate be kept
open, that should be an alternative. Whenever an estate is
closed with an outstanding claim, each heir should assume the
decedent's liability (if any) to the extent of the value (on
date of distribution) of the property received by that heir,
similar to spousal liability under §13550.

These suggestions could be implemented by repealing
Probate Code §§11425, 11426 and 11427 and by enacting provisions
I have tentatively numbered §§11430-11434 attached to this
letter. If the Commission agrees that the law could be improved
in this area, I would be happy to assist.

Very truly yours,

Kenneth M. Klug ;




Division 7, Part 9

Chapter 2.5 Contingent and Disputed Debts.

§11430. Definitions. As used in this chapter:

(a} "Contingent debt” means an allowed or approved
creditor's claim, in either a fixed or an uncertain
amount, which will become a debt of the decedent upon
the occurrence of a stated event. Contingent debt
includes a secured debt for which the decedent was
personally liable, and for which the decedent's estate
may become liable if the security becomes insufficient
to satisfy the debt.

(b) "Disputed debt" means a rejected creditor's claim on
which the holder of the claim has brought suit against

the personal representative.

§11431. Court Order. If it appears to the satisfaction of the

court that a centingent or disputed debt has not been paid, the
court may make an order pursuant to this Chapter on petition by

any person interested in the estate.

§11432. Contingent Debts. 1If the estate is in all cther

respects ready to be closed, the court may make an order deter-
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mining the manner in which the contingent debt shall be paid if
it becomes due. If the court finds that all interested persons
have agreed to the manner of providing for payment of a contin-
gent debt and that the agreement reascnably protects all inter-
ested persons, the court shall approve the agreement. If the
court finds that all interested persons do not agree to the
manner of providing for payment of a contingent debt, the court
may do any of the following:

(a) Order that the administration of the estate be
continued until the contingency upon which the debt
is founded either occurs or fails.

(b) Order that the amount of the debt which would be
payable if the contingency were to occur be paid into
court. The amount paid into court shall remain there,
to be paid to the creditor if the contingency occurs,
or to be distributed if the contingency fails.

(c}) Order distribution of the estate to the persons
entitled thereto under the terms of the decedent's
will or by intestate succession. The court may order
distribution of the estate only if each distributee
files with the court an Assumption of Liability as
provided in §11433. The court may impose any other
conditions upon the interested persons as the court
deems just, including that the distributees give a
security interest in all or part of the estate

distributed, that the distributees provide a surety

-

-2




(d)

{e)

(£)

§11433.

bond in an amount to be determined by the court, or
that the distributees deposit funds in an amount to
be determined by the court.

Appoint a trustee to whom the funds shall be paid
with the direction to the trustee to invest the funds
as anthorized by the court, and to make payments as
ordered by the court. Upon completing the payments
as provided in the order, any excess funds shall be
paid according to the decree of distribution.

Make any combination of the above orders as the court
deems appropriate.

Modify any order made pursuant to this section.

Assumption of Liability.

(a)

Before the court makes an order pursuant to Subdivi-
sion (c} of Section 11432, each distributee shall file
with the court a signed and acknowledged agreement
assuming personal liability for the contingent debt
of the decedent and consenting to jurisdiction within
this state for the enforcement of the contingent debt
if the contingency occurs. The personal liability of
each distributee shall not exceed the fair market
value at the date of distribution, less the amount of
any liens and encumbrances, of the portion of the
estate distributed to the distributee. If there is
more than one distributee, the personal liability

shall be joint and several.
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(b) Any contingent debt that is established may be
enforced against each distributee in the same manner
as it would have been enforced against the decedent
if the decedent had not died. 1In any action based
upon the debt, the distributee may assert any defense,
cross-complaint, or setoff which would have been
available to the decedent if the decedent had not died.

(c) Any applicable statute of limitations is tolled during
the period from the approval of the contingent
creditor's claim until thirty days after the decree
of distribution becomes final. The signing of an
agreement pursuant to Subdivision {a) shall neither

extend nor revive any limitations period.

11434. Disputed Debts. If the estate is in all other respects

ready to be closed, the court may make an order determining the
manner in which the disputed debt shall be paid if it becomes
estabiished. If the court finds that all interested perxsons
have agreed to the manner of providing for payment of a disputed
debt and that the agreement reasonably protects all interested
persons, the court shall approve the agreement. If all
interested persons do not agree to the manner of providing for
a disputed debt, the court may doc any of the following:

(a) Order that the administration of the estate be con-

tinued until the debt is either established and paid

or not established.
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(b}

(c)

(4}

{e)

(£}

order that the amount of the debt which would be
payable if the debt were to be established be paid
into court. The amount paid into court shall remain
there, to be paid to the creditor if the debt is
established, or to be distributed if the debt is not
established.

Order distribution of the estate to the perscons
entitled thereto under the terms of the decedent’s
will or by intestate succession. The court may order
distribution of the estate only if the distributees
provide a surety bond in an amcunt to be determined
by the court, not to exceed the fair market value on
the date of distribution of the estate distributed,
less the amount of liens and encumbrances. The cost
of the bond shall be recoverable from the unsuccessful
party as a cost of litigation.

Appoint a trustee to whom the funds shall be paid with
the direction to the trustee to invest the funds as
authorized by the court, and the trustee shall make
payments as ordered by the court. Upon completing the
payments as provided in the order, any excess funds
shall be paid according to the decree of distribution.
Make any combination of the above orders as the court
deems appropriate.

Modify any order made pursuant to this section.
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